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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone taxes for 1993, 1994, and 1995 as

foll ows:



Year Defi ci ency
1993 $37, 804
1994 44, 796
1995 49, 306

After settlenent of sonme issues, the primary issue renaining
for decision is whether petitioners’ cattle ranch activity
qualifies as a for-profit activity.

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and

Pr ocedur e.

FI NDI NGS OF FACT

The parties have stipulated sone of the facts, which are so
found. Wen they filed their petition, petitioners resided in
Centrahoma, Gkl ahona.

A sharecropper’s son, Harland Stoneci pher (petitioner) grew
up on a famly ranch in Ol ahoma. As a youth, petitioner was
responsi bl e for various chores on the ranch, helping to maintain
and nmanage it and to care for the few head of cattle raised
t here.

Petitioner received a college degree with a major in
education. His first job out of college was as an insurance

agent .
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In 1972, petitioner founded Pre-Paid Legal, Inc. (Pre-Paid
Legal ), as a corporation to provide prepaid | egal services to the
public. During 1976, Pre-Paid Legal went public with a listing
on t he NASDAQ Exchange. 1In 1986, Pre-Paid Legal stock was traded
on the Anerican Stock Exchange, and as of the tine of trial,
Pre-Pai d Legal stock was traded on the New York Stock Exchange.
Since 1986, Pre-Paid Legal has been profitable. As of the tine
of trial, Pre-Paid Legal had accurnul ated $50 million in cash and
i nvest ment assets.

During nost of the years since 1976 and specifically during
the years in issue, petitioner has worked as a full-tine officer
and enpl oyee of Pre-Paid Legal with such positions as chairman of
the board of directors, president, and chief executive officer.

In 1975, petitioners paid $40,000 for 40 acres of property
in Coal County, Cklahoma (the 40 acres). Over the years since
1975, petitioners’ imediate famly has occupi ed the residence on
the 40 acres. Petitioners have inproved the residence by adding
three roons, a bath, a sunroom a three-car garage, and a carport
at a total cost of $233,000. Petitioners have also inproved the
property inmmedi ately surrounding the residence by constructing
hound kennel s at a cost of $90,000 and a well house, two storage
bui | di ngs, and a hay shed at a cost of $36,000. The cunul ative
cost of the 40 acres, the residence, and inprovenents descri bed

above was $399, 000.



-4-
From 1981 t hrough 1997, petitioners purchased additional

uni nproved property adjacent to or near the 40 acres, as foll ows:

Petitioners’ Cunul ative

Year_ Acres Purchased Cost Total Acreage At Yearend
1981 50 $10, 000 190
1982 160 38, 750 250
1985 220 66, 000 470
1986 220 55, 000 690
1992 300 75, 000 990
1993 220 6, 000 1, 210
1995 60 18, 000 1, 270
1995 5 6, 000 1, 275
1996 320 96, 000 1,595
1996 200 40, 000 1, 795
1997 40 10, 000 1, 835

! The 90 acres conprises the original 40 acres purchased in
1975 plus the 50 acres purchased in 1981.

Petitioners generally paid from $200 to $350 an acre for the
property descri bed above, nmuch of which was wooded or partly
wooded.

Al so, during 1993, 1994, and 1995, petitioners |eased 2, 680
addi tional acres |ocated near the above property.

By 1999, petitioners owned approxi mately 2,000 acres and
| eased an additional 2,680 acres. Petitioners’ fee ownership and
| easehol d interest in the above property apparently did not
include the right to mneral interests in the property.

Since 1982, when petitioners first purchased cattle to raise
on their property, petitioners have nade inprovenents to the

property, in addition to those inprovenents previously nentioned,
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related to raising cattle, at a cost to petitioners, where

indicated in the record, as foll ows:

| npr ovement Cost
Bar n $40, 000
Cabi n 40, 000
2-1/4 mle fence 30, 000
3 ponds --

Horse/cattl e shed - -

During 1993, 1994, and 1995, petitioners’ property was al so
the site of a tenant house and a nobile home, occupied for a
period by petitioners’ son.

Petitioners nay be regarded as first-generation cattle
ranchers in the sense that they did not receive or inherit any
cattle fromtheir parents. |Instead, petitioners had to purchase
their initial head of cattle. From 1982 through 1992 or 1993,
petitioners sold the cattle that they raised each year, including
all the male and femal e calves. After market prices fell in
1992, petitioner began retaining nost of the femal e calves, until
1998, when he began selling them again.

Petitioners’ cattle ranch may accurately be described as a
no-frills cattle operation. Petitioners’ inprovenents to the
ranch property were not extravagant. Neither petitioners nor
ot her nmenbers of petitioners’ famly, sonme of whomalso |lived on
the property, made significant recreational use of the ranch
property. There was no swi nm ng pool, golf course, tennis court,

Jacuzzi, or other significant recreational anenity. Petitioners
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did not construct on the ranch any fancy or showy fences or make
ot her inprovenents that would be indicative of a dude ranch.

The cattle petitioners purchased and rai sed on the property
were Brahman crossbreed cattle suited to that part of Oklahoma
because of their ability to tolerate rough grazing conditions,
because of their thin hides that enabled themto tolerate the
Okl ahoma heat better than other cattle, and because of their high
tol erance for insects and parasites. Also, Brahman crossbreed
cattle have snaller calves, making calving easier. Petitioners’
cattle were not shown at cattle shows.

Cenerally, petitioner worked only a |imted nunber of hours
on the ranch each week--an hour or two on weekday evenings and a
nunber of hours on Sundays. COccasionally, petitioner hinself
woul d participate in bulldozing the |Iand and i n worm ng,
dehorni ng, castrating, branding, and vaccinating the cattle.

Since 1987, petitioner has enployed on the ranch either one
of his sons or another full-tinme hired hand. On weekday
eveni ngs, petitioner occasionally would talk to his enpl oyed son
or to the hired hand about managenent of the ranch.

Cccasionally, petitioner pulled calves out of the cows at cal ving
and brush-hogged (cleared brush from) the |and.

The ranch land was fertilized and sprayed for weeds.

Rot ati onal grazing of the cattle generally was not done in this

part of Oklahoma, and it was not done on petitioners’ ranch.
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Over the years, petitioners undertook a nunmber of changes or
i nprovenents to their cattle raising activity. They cleared,
bul | dozed, and brush-hogged portions of the property to make dirt
roads and to inprove the pasture for the cattle. As previously
i ndicated, they built sonme fencing and three ponds. They planted
Ber ruda and Lespedeza grasses on sone of the property.

Petitioners were thrifty and frequently | ooked for bargains
in managing their cattle ranch. For exanple, at one point,
petitioners made a bargain purchase of 26 tons of feed pellets.
To store the feed, they poured all 26 tons of it through a
chimey and into an unoccupied old ranch house on the property.
For many years, they fed their cattle fromold used bat ht ubs,
whi ch they purchased for this purpose, rather than spend $300
each for cattle feeders. [In 1993, so that they could buy feed in
bul k and t hereby save on feed costs and rel ated | abor,
petitioners purchased a bulk feed bin for $3,500. Also in 1993,
to save on | abor, petitioners changed from using square bal es of
hay to rolled bales.

During the years in issue, on condition that they be all owed
to keep the hay for no charge, petitioners nade a deal with the
State of Okl ahoma to cut and bale hay on a nearby State hi ghway
right - of - way.

Petitioners bought used trucks and equi pment, including two

junk trucks for parts.
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Petitioners did not hire any ranch consultants to assist in
managi ng the cattle ranch. Petitioners did not belong to a
cattl enen’s associ ati on.

During the years in issue and in prior years, petitioners
mai nt ai ned no formal books and records relating to the cattle
ranch, no records of the cattle inventory, and no | edgers,
witten business plans, or witten cost anal yses. Petitioners
mai nt ai ned no records of which cows were bred, nor of which cows
were cal ved and sol d.

Petitioner did nmake sone m scel |l aneous handwitten notes
about the cattle on scratch pads, which he generally kept on the
dashboard of his truck for a while before discarding.

During 1993, petitioners maintained no separate bank account
relating to the ranch activity. Rather, financial matters
relating to petitioners’ personal and famly activities and to
the ranch activity were handl ed t hrough the sanme bank account.
During 1994 and 1995, petitioners did maintain a separate bank
account for financial activity relating to the cattle ranch.

For the years in issue, petitioners retained receipts
relating to expenses incurred in connection with the cattle ranch
activity.

Petitioners estimate that as of 1999 the property and

i nprovenents on the ranch had a market val ue of approximtely
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$750, 000 and that the equi pnment, vehicles, and bull dozer on the
ranch had a market val ue of approxi mately $335, 000.

Petitioners have never realized a profit fromtheir cattle
ranch activity. On their joint Federal income tax returns for
1993, 1994, and 1995, petitioners clainmed ordi nary expense
deductions relating to the cattle ranch activity, and they
cl ai med depreciation deductions relating to a house, a cabin, a
nmobi | e honme, and ot her inprovenents and equi pnent | ocated and
used on the ranch. The schedule below reflects the gross
recei pts, expenses, depreciation, and net | osses relating to
petitioners’ cattle ranch activity that were reported on
petitioners’ joint Federal incone tax returns for 1983 through

1997:
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Expenses
G oss (Excl udi ng
Year Recei pts Depreci ation) Depreciation Net Loss
1983 - - $25, 793 $15, 834 1$41, 627
1984 $3, 621 34, 195 24, 680 255, 254
1985 3, 200 20, 414 26, 092 43, 306
1986 6,213 39, 016 32,419 65, 222
1987 2,745 26, 096 45, 084 68, 435
1988 361 57,128 44,968 101, 735
1989 1,013 50, 905 32,915 82, 807
1990 23,174 72, 540 25,935 75, 301
1991 20, 021 70, 169 16, 853 67,001
1992 7,240 74, 345 25, 645 92, 750
1993 17, 162 87,921 32,637 103, 396
1994 28,528 71, 605 48, 690 111, 767
1995 14, 268 72,903 53, 408 112, 043
1996 6, 746 Unknown Unknown 111, 291
1997 16, 618 Unknown Unknown 97, 463

! I'ncludes | osses froma coon dog activity.
2 For 1994, petitioners also reported a capital gain
of $41 relating to the cattle activity.

For all years in issue (and apparently for all of the other
years indi cated above), on petitioners’ joint Federal incone tax
returns, the reported net |osses frompetitioners’ cattle ranch
activity offset and reduced petitioner’s substantial taxable
i ncome from Pre-Paid Legal

On audit, respondent determ ned that petitioners’ cattle

ranch activity was not operated for profit and disallowed their

claimed net | osses relating thereto.

OPI NI ON
Under section 183(b)(2), if an activity engaged in by an

i ndi vidual is not engaged in for profit, deductions relating
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thereto are allowable only to the extent gross inconme derived
fromthe activity exceeds deductions all owabl e under section
183(b) (1) wthout regard to whether the activity constitutes a

for-profit activity. See Allen v. Conmm ssioner, 72 T.C. 28, 33

(1979).

For purposes of section 183, an activity is not considered
engaged in for profit unless it is conducted by the taxpayer with
an actual and honest objective of naking a profit. See

Hi | debrand v. Comm ssioner, 28 F.3d 1024, 1027 (10th G r. 1994),

affg. Krause v. Commi ssioner, 99 T.C 132 (1992); Antonides v.

Comm ssioner, 91 T.C. 686, 693-694, 696-697 (1988), affd. 893

F.2d 656 (4th Cr. 1990); Dreicer v. Conm ssioner, 78 T.C. 642,

645- 646 (1982), affd. without opinion 702 F.2d 1205 (D.C. G
1983). Petitioners have the burden of proof. See Rule 142(a);

Cannon v. Conmm ssioner, 949 F.2d 345, 348-349 (10th Gr. 1991),

affg. T.C. Meno. 1990-148.

The regul ati ons under section 183 provi de a nonexcl usive
list of factors to be considered in determ ning whether an
activity is engaged in for profit. The factors include: (1) The
manner in which the taxpayer carried on the activity; (2) the
expertise of the taxpayer or his advisors; (3) the tinme and
effort the taxpayer expended in carrying on the activity; (4) the
expectation that assets used in the activity may appreciate in

val ue; (5) the taxpayer’s success in carrying on other
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activities; (6) the taxpayer's history of inconme or |osses with
respect to the activity; (7) the anount of occasional profits, if
any, which are earned; (8) the taxpayer’s financial status; and
(9) whether elenents of personal pleasure or recreation are
i nvol ved. See sec. 1.183-2(b), Inconme Tax Regs.; see al so Cannon

v. Conm ssioner, supra at 348-349.

The taxpayer's expectation of profit need not be reasonabl e

but nust be in good faith. See Golanty v. Conm ssioner, 72 T.C.

411, 425-426 (1979), affd. w thout published opinion 647 F.2d 170

(9th Cr. 1981); Allen v. Conm ssioner, supra at 33; sec.

1.183-2(a), Inconme Tax Regs. |In determ ning whether an activity
is engaged in for profit, greater weight is given to objective
factors than to a taxpayer's nere statenent of intent. See

Anderson v. Conm ssioner, 62 F.3d 1266, 1274 n.16 (10th Gr.

1995), affg. T.C. Meno. 1993-607; Cannon v. Comnm Sssioner, supra

at 351 n.8; sec. 1.183-2(a), Inconme Tax Regs.

Al t hough no one factor is conclusive, see sec. 1.183-2(hb),
| ncone Tax Regs., a record of substantial |osses over many years
and the unlikelihood of achieving a profit are indicative that an

activity is not engaged in for profit, see Hi ldebrand v.

Conmi ssi oner, supra at 1027; Cannon v. Conmi ssioner, supra at

352; Golanty v. Conm ssioner, supra at 426; sec. 1.183-2(b)(6),

| ncome Tax Regs.
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Before, during, and after the years in issue, the limted
time petitioner spent working in the cattle ranch activity is
inconsistent wwth a legitimate for-profit objective. The |lack of
formal books and records, of a |edger, of a budget, and of a
meani ngf ul business plan for the ranch indicates that
petitioners’ ranch activity was not carried on in a businesslike
manner .

Petitioners used the ranch for a personal residence and
apparently intended to retire there. Petitioners’ ranch activity
realized | osses every year, and from 1983 through 1997 it
accurul at ed, before depreciation, approximtely $700,000 in total
| osses.

Petitioner acknow edges that he had no expectation of
realizing inconme fromthe ranch in any of the early years.
Petitioner states that his intention for the ranch was, over the
course of 15 years, to retain female calves born each year and,
by breeding the cows, to build up the cattle herd to 500 mature
cows and to build up the total ranch acreage to 2,000 acres. At
that point, by the sale of female calves that would be born each
year, petitioner clainms that he expected the cattle ranch to
provide confortable retirenment inconme for himand his wfe.

Petitioner’s assertions as to his long-termstrategy with
regard to the ranch are underm ned by the | ack of breeding and

calving records and by petitioners’ sale each year (at |east
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t hrough 1992 and possibly through 1993) of all their female
cal ves.! These circunstances speak loudly to the nonprofit
nature of petitioners’ cattle ranch activity, particularly where
the buil dup of the cattle herd and the profit were to be based on
t he successful breeding of the cows.

Petitioners claimthat the for-profit nature of the cattle
ranch is indicated by, anong other things, the no-frills nature
of the property, the |lack of recreational use of the property,
and the all eged | ong-range plan or purpose to use incone fromthe
ranch to support petitioners in their retirement. Wth regard
specifically to the alleged | ong-range plan, petitioners offered
into evidence a cal endar for 1983 on which were entered a few
brief words as follows:

Retire age 60 —1998
2500 acres paid
500 mama cows paid

We do not believe that this brief calendar entry adequately
corroborates the exi stence of a | ong-range business or profit
plan for the ranch. Rather, we regard the cal endar entry as

reflecting, at nost, a general goal or desire. The credible

! The parties have stipulated that “During the years 1982
t hrough 1993, petitioners sold the cattle raised each year.”
Petitioner testified, on the other hand, that he tenporarily
stopped selling heifers after a 1992 price drop. To the extent
there is a discrepancy, we do not view it as material to our
analysis or to the result reached herein.
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testi nony and other evidence in the record do not support
petitioner’s claimthat he established a neani ngful business plan
for the ranch. Contrary to petitioner’s testinony that his
busi ness plan (during the years before us and in prior years) was
to retain female calves and to sell only nmale calves, in many
years petitioners sold the femal e calves along wwth the nmale
cal ves.

Acknow edgi ng that he maintained no formal books and records
for the ranch activity, petitioner enphasizes that he did keep
all expense receipts and was able to substantiate, to
respondent’ s satisfaction, the ranch-rel ated expenses cl ai ned on
petitioners’ tax returns. W believe, however, that these
ci rcunstances are nore indicative of good tax planning than
operation of a for-profit business.

The credi bl e evidence does not establish that petitioners’
cattle ranch was operated for profit. The ranch never cane cl ose
to making a profit. Petitioner testified that he did not believe
he woul d ever achieve profitability as |ong as he was buyi ng
| and, but thereafter he could “revive” it. Petitioner testified:

| don’t know that you can ever becone profitable in

this business if you re first generation [raising

cattle]. * * * if you start at ground | evel zero, you

don’t own an acre of land, you don’t own a cow, you

have got to buy the land and inprove it and put the

cattle onit, I don't know if you would ever reach
profitability that way.
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Petitioner’s statenent reveals that he viewed the ranch
activity as having no profit potential for the years in issue,
during which petitioners were continuing to acquire significant
acreage, inprove it, and put cattle on it. Rather, it appears
that petitioner actually anticipated incurring | osses fromthe
ranch activity over a long period, including the years in issue
and thereafter. Petitioner’s anticipation of these ongoing
| osses as being practically inevitable, rather than the result of
unpredi ctabl e events, signals the absence of an actual and honest
profit objective with respect to the ranch activity during the

years in issue. See Mattfeld v. Comm ssioner, T.C Meno. 1992-

273, affd. without published opinion 15 F.3d 1087 (9th Cr

1994). W are not persuaded that these |osses are attributable
merely to a startup period, of a kind which is customarily
necessary to bring such an activity to profitable status,
especially since petitioner’s annual selling off of female cal ves
during the first 10 years of operation was inconsistent with his
own asserted business plan.

Petitioners’ wtnesses gave vague testinony based on general
observations and not supported by a professional and thorough
apprai sal of petitioners’ cattle ranch activity.

On the basis of all the evidence, we conclude that

petitioners have failed to establish that they engaged in the
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ranch activity with an actual and honest objective to nmake a
profit within the neaning of section 183.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




